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PREFACE 


In  September  1978  the  Center  for  Health  Services  Research  of  the  Univer- 
sity of  Colorado  Health  Sciences  Center  was  awarded  a  grant  by  the  Health 
Care  Financing  Administration  (HCFA))of  the  Department  of  Health,  Educa- 
tion and  Welfare  to  conduct  a  three-year  study  of  the  relationships  among 
nursing  home  care  quality,  cost,  and  patient  care  needs  (case  mix).  The 
study,  entitled  "Long  Term  Care  Reimbursement  and  Regulation:     A  Study  of 
Cost,  Case  Mix  and  Quality,"  is  intended  to  provide  information  which  will 
develop  recommendations  for  improving  the  quality  of  care  for  nursing 
home  patients,  assuring  access  to  care  for  patients  with  high  care  needs, 
and  providing  reimbursement  which  is  equitable  to  both  the  nursing  home 
and  the  taxpayer. 

This  paper  is  one  of  a  series  on  long  term  care  regulation  and  reimburse- 
ment which  will  be  prepared  as  part  of  this  study.     The  objectives  and 
organization  of  this  paper  are: 

(1)  to  describe  the  mechanics  of  the  Medicaid  nursing  home  reimbursement 
system  in  Colorado  (Chapter  I) , 

(2)  to  analyze  selected  characteristics  of  the  Colorado  system  which  are 
also  present  in  other  reimbursement  systems  (Chapter  II) ,  and 

(3)  to  specify  the  financial  incentives  for  nursing  home  behavior  poten- 
tially created  by  these  characteristics  and  to  consider  how  these 
incentives  in  turn  can  affect  the  attainment  of  major  policy  objec- 
tives (Chapter  III). 

The  hypothesized  incentives  and  their  consequences  will  be  tested 
empirically  as  a  subsequent  component  of  the  overall  study.     If  the 
empirical  results  suggest  that  reimbursement  system  refinements  deserve 


consideration,  then  those  briefly  discussed  in  the  last  section  of  Chapter 
III  may  be  appropriate. 

The  factual  material  presented  in  Chapter  I  was  obtained  primarily  from 
the  Colorado  Department  of  Social  Services  (CDSS)  regulations  which 
accompany  the  Medicaid  Cost  Reports,  also  called  the  MED-13  form  (specif- 
ically, see  Section  A-4331,  Volume  IVA,  Staff  Manual,  Division  of  Medical 
Assistance,  revision  dated  January  7,  1978).    Also,  Dr.  Garry  Toerber, 
Division  Director,  Patti  Campbell,  Chief,  Nursing  Home  Services,  and 
Pam  Stockton,  Program  Assistant,  all  from  the  Division  of  Medicaid  Assis- 
tance of  CDSS,  and  William  Mansfield,  partner,  of  the  accounting  firm  of 
Deloitte,  Haskins  and  Sells  furnished  considerable  additional  and  helpful 
information.    Valuable  comments  on  an  earlier  draft  were  provided  by  David 
A.  Kremser,  President  of  Geriatrics,  Inc.,  and  by  Jeff  Bauer,  Ph.D.,  of  the 
University  of  Colorado  Health  Sciences  Center.     Finally,  a  draft  working 
paper  by  Jane  Weeks  and  Bruce  Spitz  of  the  Urban  Institute  (see  Medicaid 
Nursing  Home  Reimbursement  in  Colorado,  Working  Paper  5905-1,  The  Urban 
Institute,  Washington,  D.C.,  revised  June  1978)  also  provided  useful  insights 
and  information.    However,  all  interpretations  in  this  paper  were  made  by 
the  authors  and  should  not  be  attributed  to  any  of  the  above  sources. 
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CHAPTER  I 


DESCRIPTION  OF  THE  REIMBURSEMENT  SYSTEM 
A.  INTRODUCTION 

For  purposes  of  reimbursement,  the  Colorado  Medical  Assistance  Program 
(Medicaid)  divides  all  nursing  homes  receiving  state  assistance  into 
three  classes.    The  reimbursement  system  described  in  this  paper  focuses 
on  the  169  nursing  homes  in  Colorado  classified  as  Class  I  facilities. 
Class  I  facilities  are  defined  in  the  Colorado  Medicaid  regulations  as 
facilities  which  are  "licensed  and  certified  to  provide  general  skilled 
and/or  intermediate  nursing  home  care."     The  eleven  Class  II  facilities 
and  the  three  Class  III  facilities  provide  care  to  the  mentally  retarded 
and  are  not  included  in  this  analysis. 

Medicaid  reimbursement  for  nursing  home  care  in  Colorado  is  determined 
by  setting  prosepective  rates  based  on  each  individual  facility's  costs. 
A  single  rate  is  established  for  each  facility  every  six  months,  and 
that  rate  applies  to  both  intermediate  and  skilled  level  Medicaid  patients. 
The  rate  is  based  on  the  following  four  factors: 

(1)  The  actual  allowable  cost  per  day  for  the  facility  in  the  base 
period. ■ 

(2)  A  maximum  allowable  cost  per  day  which  applies  to  all  facilities, 
called  the  "reasonable  cost"  ceiling. 

(3)  An  inflation  adjustment. 


"Base  period"  refers  to  the  six-month  cost  reporting  period  on  which  the 
prospective  payment  rate  for  a  subsequent  period  is  based. 
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(4)    An  incentive  payment  based  on  the  amount  by  which  the  allowable 

cost  is  below  the  reasonable  cost  ceiling. 
Each  of  these  factors  and  the  determination  of  the  final  rate  are  de- 
scribed in  the  remaining  sections  of  this  chapter.    The  following  chapters 
then  analyze  the  important  characteristics  of  this  type  of  reimbursement 
system. 

B.     ALLOWABLE  COST 

The  base  period  allowable  cost  of  each  facility  forms  the  core  component 
of  the  prospective  rate  setting  process.    Allowable  cost  items  are  de- 
scribed in  detail  in  the  instructions  accompanying  the  Colorado  Medicaid 
nursing  home  cost  reports  (Form  MED-13).     Generally,  these  allowable 
cost  items  are  the  same  as  those  specified  in  the  Health  Insurance  Manual-15 
(HIM- 15),  the  federal  government's  Medicare  provider  reimbursement  manual. 
Some  specifics  in  the  allowable  cost  area  are  described  in  the  following 
sections . 

1 .     Services  Covered 

As  described  in  the  MED-13  instructions  (Section  A-4331.72),  services 
for  which  costs  can  be  included  as  allowable  costs  are  nursing  and  aide 
services,  physical  therapy,  occupational  therapy,  speech  therapy,  social 
services,  recreational  therapy,  inhalation  therapy,  and  other  specialized 
services  related  to  patient  care.     In  addition,  the  costs  of  certain 
medical  supplies,  equipment,  and  drugs  are  recognized  as  allowable  costs. 
The  types  of  services  and  equipment  which  are  excluded  from  allowable 
costs,  such  as  beauty  and  barber  shop  services,  dry  cleaning,  eye  examin- 
ations, and  eye  glasses  and  repair,  are  also  listed  in  the  MED-13 
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instructions  (in  Section  A-4331.722). 

The  total  costs  of  all  allowed  services  are  included  in  each  facility's 
cost  report,  regardless  of  the  extent  to  which  the  services  are  used  by 
Medicaid  patients.    These  total  costs  are  then  divided  by  the  total 
number  of  patient  days  of  care  (Medicaid  and  non-Medicaid)  provided  by 
the  facility  to  derive  the  allowable  cost  per  day  of  nursing  home  care 
for  all  the  facility's  patients.    The  advantages  and  disadvantages  of 
the  use  of  an  overall  facility  average  cost  are  discussed  in  the  next 
chapter. 

2.  New  Services 

When  a  facility  adds  a  new  service,  it  must  incur  the  costs  of  that 
service  before  it  becomes  part  of  the  prospective  rate.    Thus,  the 
facility  must  absorb  these  costs  until  they  appear  as  allowable  costs 
on  the  MED- 13  cost  report  and  are  then  included  as  part  of  a  future  per 
diem  prospective  rate  of  the  facility.    As  discussed  later,  this  creates 
a  financial  disincentive  for  nursing  homes  to  provide  new  services. 

3.  Limitations  and  Offsets 

The  state  considers  certain  nursing  home  expenses  unreasonable  from  a 
reimbursement  perspective.     Limitations  are  therefore  placed  on  what  will 
be  reimbursed  by  Medicaid.     Some  of  the  important  limits  on  specific 
allowable  cost  categories  are  the  following: 

(a)     Owners'  Salaries:    Owners'  salaries  are  subject  to  limitations  if 
the  owners  also  serve  as  administrators,  assistant  administrators,  or 
nursing  directors.    Advertising  costs  are  also  limited.     Income  taxes, 
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fees  paid  to  the  Board  of  Directors,  and  salaries  of  non-working  officers 
are  disallowed. 

(b)  Depreciation,  Interest  Costs,  Lease  Costs:     In  the  capital  cost 

area,  limitations  are  applied  on  depreciation,  interest  costs,  and  lease 

costs.     The  limitations  are  most  stringent  in  the  case  of  non-arm's 

2 

length  transactions.      For  facility  depreciation,  the  historical  cost 
serves  as  a  base.     If  a  sale  occurs,  the  lesser  of  market  value  or 
sales  price  serves  as  the  new  base.     Facility  depreciation  is  calcu- 
lated on  a  straight  line  basis,  usually  for  a  forty  year  period  (sales 
of  facilities  do  not  extend  this  time  period,  except  in  special  cases). 
Land  is  not  a  depreciable  expense.     Interest  in  non-arm's  length  trans- 
actions is  limited  to  the  prime  rate  at  the  First  National  Bank  of  Denver. 
Lease  expenses  are  not  to  exceed  amortization,  lessor's  expenses,  and  a 
reasonable  return  on  lessor's  equity. 

(c)  Minimum  Occupancy  Requirement :    The  minimum  occupancy  requirement 

3 

affects  only  new  facilities.      A  new  intermediate  facility,  or  a  facility 
changing  from  skilled  to  intermediate  certification  only,  receives  a 
flat  rate  of  $3.00  less  than  the  prevailing  reasonable  cost  ceiling  per 
patient  day.     A  facility  changing  from  intermediate  certification  only 


A  non-arm's  length  transaction,  as  defined  by  William  Mansfield  of  Deloitte, 
Haskins  and  Sells,  is  "a  transaction  between  unrelated  parties."  The 
Medicare  reimbursement  manual  explains  that  two  parties  are  related  when 
"the  provider  to  a  significant  extent  is  associated  or  affiliated  with, 
or  has  control  of,  or  is  controlled  by,  the  organization  furnishing  the 
services,  facilities,  or  supplies." 

*A  new  nursing  home  as  defined  by  the  Medicaid  cost  report  regulations  is 
a  facility  which  CI)  has  not  previously  been  certified  for  participation 
in  Title  XIX,  (2)  has  not  participated  in  Title  XIX  for  a  period  in  excess 
of  30  days  prior  to  the  effective  date  of  the  current  Title  XIX  certifica- 
tion, or  (3)  has  changed  from  one  class  designation  to  another. 
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to  skilled  certification,  or  a  new  facility  not  previously  certified 
for  skilled  care,  receives  a  flat  rate  of  $1,00  less  than  the  prevailing 
reasonable  cost  per  patient  per  day.    New  facilities  receive  such  rates 
until  individual  facility  rates  can  be  established  based  on  facility 
cost  reports.     In  establishing  the  first  rates  based  on  cost  reports, 
the  minimum  occupancy  rate  used  to  calculate  the  prospective  rate  is  80%. 
Thus,  if  actual  occupancy  is  less  than  80%  during  the  first  fiscal  year 
period,  then  an  80%  rate  is  used  to  derive  the  number  of  patient  days 
which  is  divided  into  the  total  allowable  cost  to  compute  the  cost  per 
day  which  will  form  the  basis  of  the  subsequent  payment  rate.    A  new 
facility  with  occupancy  below  80%  will  have  a  higher  actual  cost  per  day 
than  will  result  from  this  calculation.     Hence,  this  provision  will 
financially  penalize  low  occupancy  facilities. 

(d)     Revenues  Received  from  Sources  Other  Than  Medicaid:    Allowable  costs 
are  reduced  by  any  revenues  received  for  services  from  sources  other  than 
the  Medicaid  per  diem  prospective  payment  rate.     For  example,  reimburse- 
ment which  the  nursing  home  receives  through  separate  patient  billing, 
such  as  for  the  cost  of  oxygen  tanks,  or  revenues  received  for  meals 
purchased  from  the  nursing  home  by  employees  or  guests,  are  subtracted 
from  total  costs  in  calculating  allowable  costs. 

4.  Timing 

Nursing  homes  report  their  costs  every  six  months ,  at  the  midpoint  and 
end  of  their  fiscal  year..    Fiscal  years  vary  among  nursing  homes  in 
Colorado,  although  over  half  have  June  30  or  December  31  as  fiscal  year 
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ending  dates.      The  nursing  homes  have  up  to  90  days  after  the  end  of 
each  six  month  fiscal  period  to  submit  their  cost  reports,  and  the 
Department  of  Social  Services  then  has  up  to  an  additional  60  days  to 
audit  and  calculate  new  payment  rates.     The  new  rate  becomes  effective 
as  of  the  first  of  the  month  in, which  it  is  calculated.    Hence,  if  the 
final  calculation  is  completed  on  November  20,  the  rate  is  effective 
as  of  November  1.     The  mid-fiscal  year  cost  report  is  used  to  establish 
a  facility's  rate  for  the  following  six  month  period.     This  rate  is  in 
effect  until  the  year-end  cost  report  is  submitted  and  another  rate  is 
established,  the  effective  date  again  depending  on  when  the  cost  report 
is  submitted  to  the  Department  of  Social  Services  and  the  time  required 
to  calculate  the  new  rate.     The  major  difference  between  the  mid-year 
and  year-end  rate  setting  procedures  is  that  the  mid-year  cost  reports  are 
only  desk  audited  at  that  time.    However,  if  at  the  year-end  audit,  the  rate 
developed  from  the  mid-year  cost  report  is  found  to  be  erroneous,  retro- 
active adjustments  are  made  to  compensate  either  the  facility  or  the 
Department  of  Social  Services.^    This  adjustment  is  made  via  a  direct 


^The  distribution  of  fiscal  year  ending  dates  for  Colorado  nursing  homes 
is  as  follows: 

Fiscal  Year  Ending  Dates  Percent 

January  31  or  July  31  3% 

February  28  or  August  31  4 

March  31  ox-  September  30  25 

April-  30  or  October  31  6 

May  31  or  November  30  5 

June  30  or  December"  31  57 
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The  year-end  audit,  called  the  annual  audit,  includes  a  field  audit 
of  both  the  mid-year  and  year-end  reports. 
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cash  settlement;  the  adjustment  does  not  become  part  of  the  prospective 
rate. 

5.    Allowable  Cost  Per  Day 

As  mentioned  earlier,  once  total  allowable  costs  for  a  six  month  period 
are  determined  for  a  facility,  they  are  divided  by  the  total  number  of 
patient  days  (Medicaid  and  non-Medicaid  combined)  for  the  same  six  month 
period  to  arrive  at  an  average  cost  per  day  for  all  patients  in  the  facil- 
ity.    The  subsequent  prospective  rate  is  based  on  this  cost  per  day,  after 
adjustments  are  made  as  appropriate  for  the  reasonable  cost  ceiling, 
inflation,  and  the  incentive  payment.     These  three  elements  are  discussed 
in  the  next  three  sections. 

C.     THE  REASONABLE  COST  CEILING 

The  reasonable  cost  ceiling  is  defined  in  the  Colorado  Medicaid  regulations 
as  the  maximum  cost  of  providing  services  for  90%  of  all  Medicaid  patients 
residing  in  general  skilled  and/or  intermediate  care  nursing  homes.  The 
calculation  of  this  ceiling  cost  per  day  is  made  annually  in  April  for  the 
succeeding  July  1  through  June  30  period.     The  procedure  is  described  as 
follows.     Using  information  from  each  facility  on  cost  per  day6  and  the 

Specifically,  the  cost  information  used  is  derived  from  the  cost  report 
on  which  the  payment  rate  in  effect  on  April  1  is  based.  For  instance, 
the  April  I,  1979,  determination  utilized  cost  reports  from  105  facilities, 
with  ending  dates  of  9/30/78  (36  facilities),  10/31/78  (12  facilities), 
11/30/78  (7  facilities),  12/31/78  (48  facilities),  and  1/31/79  (2  facili- 
ties). (This  information  was  provided  by  William  Mansfield  in  a  letter 
dated  December  6,  1979.)  Hence,  costs  for  various  six-month  periods  in 
mid  to  late  1978  formed  the  basis  of  the  ceiling  for  the  July  1979-June 
1980  period. 
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number  of  Medicaid  patients  as  of  April  1,  facility  cost  per  day  is 
arrayed  in  ascending  order.     When  that  point  is  reached  where  90%  of  the 
Medicaid  patients  are  accounted  for,  the  per  diem  cost  in  that  facility 
in  which  the  90th  percentile  Medicaid  patient  falls  becomes  the  reasonable 
cost  ceiling  for  the  subsequent  July  1  through  June  30  period. 

Thus,  the  reasonable  cost  ceiling  for  any  given  July-June  period  is 
based  on  the  90th  percentile  cost  of  care  for  earlier  time  periods 
because  of  the  unavoidable  time  lag  between  the  incurring  of  costs,  their 
reporting,  and  their  incorporation  into  the  reasonable  cost  ceiling. 
However,  this  time  lag  is  typically  longer  than  that  involved  in  the 
cost  reporting  and  rate  setting  process  for  individual  facilities,  and 
the  implications  of  this  difference  are  discussed  in  the  next  chapter. 

Once  determined,  the  reasonable  cost  ceiling  becomes  the  maximum  allow- 
able cost  for  any  nursing  home  for  the  July  1-June  30  period.  The 
reasonable  cost  ceiling  is  also  involved  in  both  the  inflation  adjustment 
and  incentive  payment  steps  of  the  prospective  rate  setting  process. 
These  two  steps  are  described  next. 

D.     THE  INFLATION  ADJUSTMENT 

The  Colorado  Medicaid  prospective  rate  setting  system  uses  allowable  base 
period  costs  to  determine  future  prospective  payment  rates.     To  adjust 
for  the  time  lag  involved,  an  inflation  adjustment  is  applied  in  the 
determination  of  each  nursing  home's  prospective  payment  rate.    The  ad- 
justment is  applied  to  the  lower  of  the  allowable  cost  (minus  interest) 
per  day  or  the  reasonable  cost  ceiling.     Interest  costs  are  subtracted 
before  the  inflation  adjustment  is  made  under  the  rationale  that  the 
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interest  costs  are  generally  based  on  long  term  agreements  (e.g.,  mort- 
gages) and  are  thus  not  affected  by  inflation  from  one  six-month  reporting 
period  to  another. 

The  percentage  rate  by  which  each  facility's  payment  rate  per  day  is 
increased  for  inflation  is  equal  to  half  the  annual  increase  in  the 
national  Consumer  Price  Index  (CPI) .     (Half  the  annual  increase  is  used 
because  the  prospective  payment  rates  are  calculated  for  six  month 
periods.)     The  CPI  percentage  increase  is  obtained  in  April  of  each  year 
for  the  preceding  twelve  months,  and  half  of  that  rate  becomes  the 
inflation  factor  for  all  facilities  for  the  subsequent  July  1-June  30 
period.     Thus,  both  the  per  diem  reasonable  cost  ceiling  and  the  inflation 
factor  are  changed  annually,  on  July  1. 

E.     THE  INCENTIVE  PAYMENT 

In  place  of  a  profit  factor,  the  Colorado  Medicaid  program  incorporates 
an  "incentive  payment"  into  the  prospective  rate  of  each  facility  for 
which  allowable  cost  per  day  is  below  the  reasonable  cost  ceiling.  The 
amount  of  the  incentive  payment  is  half  the  difference,  up  to  a  maximum 
of  seven  percent  of  the  reasonable  cost  ceiling.    The  incentive  payment 
is  calculated  prior  to  the  inflation  adjustment  (discussed  previously) 
and  the  resulting  amount  is  added  into  the  final  prospective  payment 
rate  (see  the  examples  shown  below) . 

Since  a  new  reasonable  cost  ceiling  becomes  effective  every  July  1,  all 
incentive  payments  are  recalculated  at  that  time,  and  most  nursing  homes' 
rates  are  changed  as  of  July  1.     As  previously  mentioned,  the  inflation 
adjustment  is  also  changed  at  that  time. 
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The  incentive  payment  thus  provides  a  cost  containment  incentive  to  nurs- 
ing homes,  since  facilities  will  obtain  half  of  the  amount  by  which  their 
allowable  costs  are  below  the  ceiling.  At  the  same  time,  whatever  finan- 
cial inducement  the  incentive  payment  creates  for  facilities  to  cut  costs 
so  low  that  quality  and  adequacy  of  care  would  suffer  is  reduced  by  the 
fact  that  a  ceiling  is  placed  on  the  incentive  payment.  Implications  of 
the  incentive  payment  concept  are  considered  in  the  next  chapter. 

F.     THE  FINAL  PROSPECTIVE  RATE 

To  summarize  the  preceding  discussion,  the  following  steps  are  carried 
out  in  determining  a  nursing  home's  prospective  rate: 

(1)  Using  six  month  cost  reports,  the  allowable  cost  per  day  of  each 
nursing  home  is  calculated  and  compared  to  the  reasonable  cost  ceiling. 
If  the  allowable  cost  is  less  than  the  ceiling,  the  nursing  home  will 
receive  an  incentive  payment  in  its  prospective  rate  equal  to  half 

the  difference,  up  to  the  maximum  incentive  payment  of  7%  of  the 
ceiling  amount.     If  the  allowable  cost  is  at  or  above  the  ceiling, 
the  facility  will  receive  the  ceiling  amount  only,  with  no  incentive 
payment . 

(2)  An  inflation  adjustment  equal  to  one-half  the  annual  percentage 
increase  in  the  national  Consumer  Price  Index  is  applied  to  the  lower 
of  the  reasonable  cost  ceiling  or  the  allowable  cost  minus  interest. 
The  inflation  adjustment  is  not  applied  to  the  incentive  payment. 

The  following  two  examples,  which  use  the  1979-80  reasonable  cost  ceiling 
of  $25.04  and  inflation  adjustment  Oalf  the  CPI  change  for  April  1978- 
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April  1979)  of  5.2%,  illustrate  these  points. 
Example  A 

A  facility's  allowable  cost  is  $27.50  per  day,  greater  than  the  rate 
ceiling,  and  interest  costs  are  zero.  Based  on  the  above  steps,  the 
prospective  rate  for  this  nursing  home  would  be: 

The  lesser  of  allowable  or  reasonable  cost  (i.e., 

reasonable  cost):  $25.04 

plus  an  incentive  payment  ($0,  since  allowable 

cost  is  greater  than  reasonable  cost)  :  0 

plus  the  inflation  factor  ($25.04  x  .052,  since 

this  facility  has  no  interest  costs)  :  1 . 50 

The  prospective  rate  for  this  facility  would  be:  $26.34 

Example  B 

A  nursing  home  has  allowable  costs  per  day  of  $21.35,  and  interest  costs 
per  day  (included  in  the  $21.35)  of  $1.66.     Since  this  facility's  cost 
is  below  the  reasonable  cost  ceiling,  an  incentive  payment  is  included 
in  its  rate.     The  rate  is  calculated  as  follows: 

(a)     The  incentive  payment 

Half  the  difference  between  reasonable  cost  and  actual  cost,  up  to  7% 


of  reasonable  cost: 

The  reasonable  cost  is:  $25.04 

minus  an  allowable  cost  of:  21.35 

for  a  difference  of:  3.69 

One-half  the  difference  is:  1.85 
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However,  since  the  incentive  payment  has  a  maximum  of 


1%  of  the  reasonable  cost  ceiling  (.07  x  $25.04  =  $1.75), 

the  incentive  payment  is :  $  1 . 75 

(b)  The  inflation  adjustment 

The  allowable  cost  is:  $21.35 

minus  interest  pay  day:  -1.66 

$19.69 

The  inflation  adjustment  =  $19.69  x  (.052)  =  $  1.02 

(c)  The  final  rate 

The  allowable  cost  is:  $21.35 

plus  the  incentive  payment:  1.75 

plus  the  inflation  adjustment:  1.02 

for  a  final  prospective  rate  of:  $24.12 


As  noted  above,  if  the  period  during  which  this  prospective  rate  is 
in  effect  includes  July  1,  the  rate  will  be  recalculated  as  of  that 
date,  using  the  new  reasonable  cost  ceiling  and  inflation  adjustment. 

Based  on  this  description  of  the  mechanics  of  the  Medicaid  nursing  home 
reimbursement  procedure  in  Colorado,  the  following  chapters  consider 
in  greater  detail  the  characteristics  and  implications  of  this  type  of 
reimbursement  system. 


CHAPTER  II 
ANALYSIS  OF  SYSTEM  CHARACTERISTICS 

A.  INTRODUCTION 

In  this  chapter,  selected  characteristics  of  the  Colorado  Medicaid  nursin 
home  reimbursement  system  are  examined  more  closely  to  identify  their  ad- 
vantages and  disadvantages.    The  characteristics  selected  are  not  unique 
to  Colorado,  but  are  common  to  other  nursing  home  and  even  hospital  reim- 
bursement systems.    Hence,  this  discussion  should  be  applicable  to  areas 
other  than  Colorado.     The  next  chapter  then  considers  the  financial  incen 
tives  potentially  created  for  nursing  homes  by  these  characteristics  and 
relates  these  incentives  to  major  public  policy  objectives  in  the  nursing 
home  area.     The  determination  of  the  actual  magnitude  of  and  the  nursing 
homes'  response  to  the  various  incentives  is  an  empirical  issue.  Thus, 
this  paper  is  intended  to  serve  as  a  prelude  to  subsequent  empirical 
work  on  this  project.     The  final  section  of  Chapter  III  then  presents  an 
initial  discussion  of  possible  refinements  to  this  type  of  reimbursement 
system. 

In  this  chapter,  the  following  five  characteristics  of  the  Colorado 
reimbursement  system  are  examined: 

(1)  the  inflation  adjustment 

(2)  the  incentive  payment 

(3)  the  reasonable  cost  ceiling 

(4)  the  use  of  individual  facility  cost  (i.e.,  instead  of  group 
averages  or  normative  standards) 
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(5)     the  use  of  overall  average  facility  cost  per  day  (i.e., 
instead  of  costs  separated  by  payer  or  cost  component) 

As  noted  above,  these  characteristics  are  not  unique  to  Colorado's  reim- 
bursement system,  but  are  similar  to  the  characteristics  of  many  other 
institutional  reimbursement  systems. 

B.     THE  INFLATION  ADJUSTMENT 

The  inflation  adjustment  is  intended  to  translate  base  year  costs  into 
future  prospective  payment  rates.    As  noted  in  Chapter  I,  in  Colorado 
this  is  done  by  using  one-half  the  annual  rate  of  increase  in  the 
national  Consumer  Price  Index  (CPI) .     The  advantage  of  the  CPI  is  that 
it  is  readily  available.    A  disadvantage  is  that  it  measures  the  nation- 
wide average  increase  in  the  prices  of  all  consumer  goods  and  services 
and  does  not  necessarily  measure  the  increase  in  the  unit  costs  of 
nursing  home  inputs,  either  nationally  or  specifically  in  Colorado. 

Another  disadvantage  relates  to  the  use  of  half  the  CPI  increase.  The 
use  of  half  the  annual  CPI  increase  assumes  that  a  half-year  adjustment 
is  to  be  made  for  inflation.    However,  the  time  lag  between  the  incurring 
of  costs  reported  in  the  cost  report  and  the  period  when  the  subsequent 
prospective  rate  is  in  effect  will  typically  be  not  six  months,  but 
eight  to  ten  months.     This  is  illustrated  by  the  following  example: 
A  nursing  home  with  a  January-June  1979  cost  reporting  period  will 
usually  have  a  rate  based  on  those  costs  in  effect  during  November  1979 
through  April  1980  (allowing  for  a  four  month  time  lag  for  reporting, 
auditing,  and  rate  setting,  as  described  in  Chapter  I) .     The  number  of 
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months  between  the  midpoint  of  the  cost  reporting  period  and  the  mid- 
point of  the  new  rate  period  will  thus  be  ten  months,  not  six  months. 
The  time  lag  could  be  shortened  if  the  nursing  home  submitted  its 
cost  report  sooner,  say,  within  one  month  after  the  end  of  its  fiscal 
period.  However,  the  time  lag  would  still  be  eight  months.  Thus,  the 
use  of  a  six  month  CPI  month  adjustment  will  not  fully  adjust  for  in- 
flation, since  from  eight  to  ten  months  will  typically  have  elapsed. 

A  final  possible  disadvantage  relates  to  the  use  of  a  single  adjust- 
ment for  each  July  1-June  30  period.     The  increase  in  the  CPI  thus 
generally  does  not  pertain  to  the  same  time  period  as  that  between 
a  facility's  fiscal  reporting  period  and  its  subsequent  prospective 
rate  period.    Although  this  introduces  inaccuracies  into  the  adjustment 
process,  their  magnitude  and  seriousness  are  unknown. 

The  disadvantages  of  the  current  inflation  adjustment  process  could 
be  addressed  in  several  ways.    The  time  lag  issue  could  be  dealt  with 
by  using  the  actual  length  of  time  between  the  midpoint  of  a  cost 
reporting  period  and  the  midpoint  of  the  subsequent  prospective  rate 
period,  rather  than  half  the  CPI  increase. 

In  addition,  the  use  of  alternative  indices  to  the  CPI  could  be  ex- 
plored to  determine  whether  a  significant  increase  in  accuracy  could 
be  achieved.     This  would  involve  obtaining  measures  of  price  increases 
for  nursing  home  inputs  in  Colorado,  perhaps  adjusting  these  for 
variations  in  price  increases  across  Colorado  and  for  variations  in 
the  mix  of  inputs  used  by  different  nursing  homes.    Obviously,  the 
potential  gain  in  accuracy  would  have  to  be  weighed  against  the  in- 
crease in  administrative  costs  associated  with  such  changes  in  the 
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inflation  adjustment. 

Finally,  the  use  of  indices  covering  different  time  periods  could 
be  explored,  so  that  the  time  periods  covered  by  the  inflation  ad- 
justment would  be  linked  more  closely  to  the  fiscal  period  of  each 
facility.     This  approach,  also,  would  entail  an  increase  in  ad- 
ministrative costs,  and  the  gain  in  accuracy  should  be  carefully  as- 
sessed in  advance.     An  alternative  approach  would  be  to  place  all 
nursing  homes  on  a  uniform  fiscal  year;  however,  this  would  cause 
"peak  load"  problems  in  carrying  out  the  auditing  and  rate  setting 
functions . 

Thus,  although  the  current  use  of  the  CPI  for  the  inflation  adjust- 
ment entails  several  actual  and  potential  drawbacks,  their  resolution 
would  inevitably  increase  the  cost  and  complexity  of  the  rate  setting 
process.     Hence,  the  potential  gain  in  accuracy  and  equity  for  nursing 
homes  should  be  carefully  assessed  prior  to  implementing  changes  of 
the  type  suggested  here. 

C.     THE  INCENTIVE  PAYMENT 

As  noted  in  Chapter  I,  the  incentive  payment  should  encourage  effi- 
ciency and  cost  containment.     Such  an  incentive  can  be  both  an  advan- 
tage and  disadvantage.     It  is  an  advantage  if  it  motivates  efficiency. 
It  is  a  disadvantage  if  it  constrains  facilities  from  providing 
high  quality  care  or  care  to  patients  with  high  care  needs.  Because 
the  incentive  payment  in  Colorado  is  calculated  with  reference  to  a 
single,  all-inclusive  ceiling  (the  reasonable  cost  ceiling),  it  can 
have  both  of  these  impacts.    This  aspect  of  the  system  is  discussed 
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in  the  next  section,  on  the  reasonable  cost  ceiling.     In  this  section, 
the  mechanics  of  incentive  payment  calculation  are  discussed  further, 
since  they  may  have  a  dampening  effect  on  the  impact  of  the  incentive 
payment  on  nursing  home  behavior. 

As  noted  in  Chapter  I,  the  time  lag  associated  with  the  reasonable 
cost  ceiling  is  typically  longer  than  that  with  the  rate  setting  pro- 
cess for  an  individual  facility.     This  is  illustrated  as  follows:  As 
explained  in  Chapter  I,  the  reasonable  cost  ceiling  in  effect  for  July 
1979-June  1980  will  be  based  on  cost  data  available  as  of  April  1, 
1979,  which,  in  turn,  will  include  costs  primarily  for  mid  to  late 
1978.     In  contrast,  the  allowable  costs  used  to  set  a  prospective 
rate  in,  say,  November,  1979,  will  typically  be  based  on  a  cost  report 
covering  January-June  1979.     (The  cost  report  would  be  submitted 
by  September  1979,  with  the  audit  and  rate  determination  taking  place 
in  October  and  November  1979.)    Hence,  in  the  incentive  payment  cal- 
culation, the  facility's  allowable  cost  for  the  first  half  of  1979 
will  be  compared  to  the  reasonable  cost  ceiling  based  on  costs  for,  say, 
the  last  half  of  1978.     Therefore,  in  this  example,  if  a  nursing 
home  had  allowable  per  diem  costs  in  the  last  half  of  1978  which  were 
10%  below  the  90th  percentile  costs  based  on  cost  data  for  that  same 
time  period,  its  allowable  per  diem  costs  by  early  1979--which  are 
the  costs  used  in  the  incentive  payment  calculation—might  be  only 
5%  below  that  same  90th  percentile  figure,  due  to  inflation  during 
the  intervening  half-year.     Thus,  the  longer  time  lag  involved  with  the 
reasonable  cost  ceiling  tends  to  reduce  the  incentive  payment  below 
what  it  would  be  if  the  cost  ceiling  and  a  facility's  allowable  costs 
pertained  to  approximately  the  same  time  period. 
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The  discrepancy  in  time  lags  could  be  alleviated  in  several  ways.  For 
example,  an  inflation  adjustment  could  be  applied  to  the  reasonable  cost 
ceiling  at  several  points  throughout  the  year.    Alternatively,  the  90th 
percentile  reasonable  cost  ceiling  computation  could  be  carried  out  more 
frequently  than  once  a  year;  for  example,  a  semi-annual  adjustment  may 
be  considered.     In  either  case,  as  with  the  suggestions  for  the  inflation 
adjustment,  the  increased  complexity  and  administrative  and  program  costs 
of  such  changes  must  be  balanced  against  the  increased  accuracy  and 
equity  which  may  result. 

A  final  factor  which  may  reduce  the  effectiveness  of  the  incentive 
payment  as  a  cost  containment  incentive  is  that  in  the  last  quarter 
of  fiscal  year  1979,  the  Department  of  Social  Services,  due  to 
budgetary  constraints,  announced  that  incentive  payments  would  be 
temporarily  suspended.     Although  the  payments  were  ultimately  paid 
as  scheduled,  without  suspension,  the  uncertainty  created  during  this 
process  may  affect  nursing  home  behavior  in  the  future.     If  nursing 
homes  feel  that  the  incentive  payment  may  not  be  paid,  then  facilities 
which  have  attempted  to  operate  efficiently  may  have  a  lessened 
incentive  to  do  so  in  the  future.     One  possible  test  of  this  potential 
behavioral  change  is  to  examine  whether  the  proportion  of  nursing 
homes  at  or  near  the  reasonable  cost  ceiling  increases  in  the  future. 

D.     THE  REASONABLE  COST  CEILING 

The  primary  feature  of  the  reasonable  cost  ceiling  to  be  discussed  here 
is  that  it  is  a  single,  all-inclusive  ceiling.    A  single  overall  ceiling 
has  two  major  advantages.     It  is  administratively  simple  to  compute 
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and  implement,  and  it  imposes  a  visible  and  effective  constraint  on 
Medicaid  program  costs.    A  major  potential  disadvantage  of  such  a  ceiling 
is  that  it  does  not  distinguish  among  the  various  reasons  for  cost  dif- 
ferences among  facilities,  some  of  which  may  be  quite  legitimate.  For 
instance,  while  some  facilities  may  have  high  costs  because  they  are  in- 
efficient or  provide  unnecessary  care,  other  facilities  may  have  high 
costs  because  they  must  pay  high  prices  for  inputs  (such  as  wages  and 
salaries),  have  an  intensive  case  mix,  or  provide  higher  than  average 
quality  of  care.    A  single  ceiling  does  not  distinguish  between  "good" 
and  "bad"  causes  of  high  costs.     Thus,  the  ceiling  may  penalize  a  nursing 
home  which  provides  high  quality  but  costly  care  while  not  penalizing 
a  home  which  has  costs  below  the  ceiling  but  is  providing  poor  quality 
and  inefficient  care. 

Specifically,  nursing  homes  which  serve  patients  with  greater  than 
average  care  needs  may  be  penalized  by  the  single  ceiling.     Since  the 
same  ceiling  applies  to  skilled  (SNF) ,  intermediate  (ICF) ,  and  mixed 
facilities  (SNF  and  ICF)  alike,  facilities  caring  primarily  for  skilled 
care  patients  (assuming  that  such  care  is  more  expensive  than  ICF  care)  are 
more  likely  to  be  at  or  above  the  reasonable  cost  ceiling  than  those  facili- 
ties with  primarily  intermediate  level  patients.    The  same  may  apply  to  fa- 
cilities located  in  areas  where  wage  and  other  costs  are  higher  than  average. 

This  discussion  suggests  that  one  topic  for  empirical  analysis  is  to 
identify  the  major  causes  of  cost  differences  among  facilities.  This 
topic  will  be  addressed  in  the  empirical  portion  of  this  project.  If 
the  results  suggest  that  refinements  of  the  overall  single  ceiling 
concept  deserve  consideration,  then  one  possibility  is  to  consider 
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separate  ceilings  and  incentives  for  major  cost  components.  A 
preliminary  discussion  of  this  possibility  is  presented  in  the  final 
section  of  Chapter  III. 

E .     THE  INDIVIDUAL  FACILITY  COST  BASE 

The  advantage  of  basing  a  facility's  future  Medicaid  payment  rate  on  its 
own  costs  is  that  the  unique  features  of  each  facility  are  thereby 
taken  into  account.    This  approach  also  avoids  the  administrative  and 
conceptual  difficulties  of  developing  external  standards,  such  as 
group  norms,  as  the  basis  for  rate  determination.    However,  the  use  of 
each  facility  as  its  own  base  means  that  any  increase  in  costs  (as  long 
as  the  facility  is  below  the  ceiling)  will  result  in  some  degree  of 
increase  in  its  future  Medicaid  payment  rate.     Thus,  some  of  the  draw- 
backs associated  with  the  reasonable  cost  ceiling  also  pertain  to 
nursing  homes  with  costs  below  the  ceiling. 

This  relationship  is  shown  diagrammatical ly  for  the  Colorado  system  in 
Figure  1.     Basically,  the  Medicaid  rate  for  the  next  period  is  based  on 
the  allowable  cost  in  the  base  period.    The  mechanics  of  the  system  were 
described  in  Chapter  I  and  are  shown  in  Figure  1  without  the  inflation 
adjustment.    As  is  shown  in  the  figure,  if  allowable  cost  per  day  in- 
creases in  the  range  where  the  maximum  incentive  payment  is  in  effect 
(i.e.,  below  86%  of  the  ceiling,  or  along  line  segment  WX  in  Figure  1), 
then  the  full  amount  of  the  cost  increase  will  be  included  in  the  future 
Medicaid  rate.    However,  if  the  cost  increase  is  in  the  range  where  the 
incentive  payment  declines  by  half  of  any  cost  increase  per  day  (between 
X  and  Y  in  Figure  1),  then  hal f  of  the  increase  will  be  reflected  in 
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FIGURE  1: 

The  Colorado  Medicaid  Rate  Setting  System 


07RC 


. 86RC  RC 


AC  =  allowable  cost  per  day,  base  period. 
RC  =  reasonable  cost  per  day  (cost  ceiling) . 
I  =  the  incentive  payment: 
I  =  .07RC,  if  AC<.86RC 
I  =  1/2(RC-AC),  if  .86RC<;AC<RC 
1=0,  if  AC>RC 
R  =  Medicaid  rate  per  day,  next  period,  excluding  the 
inflation  adjustment  but  including  the  incentive 
payment . 
R  =  (minimum  of  AC  and  RC)  +  I. 
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the  future  rate.     Finally,  if  the  cost  increase  occurs  at  or  above  the 

reasonable  cost  ceiling  (along  YZ  on  Figure  1),  then  none  of  the 

7 

cost  increase  will  be  included  in  the  future  rate. 

Medicaid,  therefore,  provides  the  maximum  reward  to  facilities  with  costs 
at  or  below  86%  of  the  ceiling,  but  the  system  cannot  determine  whether 
such  lower  costs  are  due  to  efficiency  or  to  lower  quality  and  restricted 
access  for  patients  with  high  cost  care  needs.     Thus,  the  individual 
facility  cost  base,  combined  with  the  incentive  payment  and  the  single, 
all-inclusive  ceiling,  do  not  allow  the  reimbursement  system  to  distin- 
guish between  "desirable"  and  "undesirable"  reasons  for  cost  differences 
among  nursing  homes  and  nursing  home  patients. 

The  importance  of  this  potential  problem  may  relate  to  the  degree  to 
which  a  facility  serves  private  pay  patients.     Presumably,  facilities 
serving  private  pay  patients  will  have  strong  efficiency  and  quality 
incentives,  the  former  in  order  to  remain  competitive  in  price  and  the 
latter  in  order  to  remain  competitive  in  attracting  patients.     The  fur- 
ther examination  of  these  issues  requires  empirical  analysis,  and  such 
analysis  is  planned  for  this  project. 

F.     THE  OVERALL  AVERAGE  FACILITY  COST  BASE 

As  explained  in  Chapter  1,  the  per  diem  cost  used  as  the  basis  for  the 
7  '.  ~ 

Also ,  if  the  cost  increase  moved  the  nursing  home  from  one  line  segment 
to  another--for  example  from  WX  to  XY--then  the  effect  on  the  future 
Medicaid  rate  would  be  some  combination  of  those  just  described. 


subsequent  Medicaid  payment  rate  is  derived  as  the  total  allowable  cost 
for  each  facility  divided  by  the  total  patient  days  of  care  provided 
by  that  facility.    The  result  is  thus  the  average  cost  per  day  for 
serving  all  patients,  Medicaid  and  non-Medicaid  combined.  This 
procedure  has  the  advantage  of  administrative  simplicity,  and  it  is 
fairly  accurate  as  long  as  the  average  cost  for  the  entire  facility 
is  reasonably  close  to  the  average  cost  of  care  for  Medicaid  patients. 


However,  if  the  cost  of  providing  care  to  Medicaid  patients  is  signifi- 
cantly different  from  that  of  providing  care  to  non-Medicaid  patients, 

then  the  cost  on  which  the  future  Medicaid  rate  is  based  will  differ 
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from  the  cost  of  providing  care  to  Medicaid  recipients.      This  can 
result  in  cross  subsidization  within  the  facility  in  either  direction. 
For  instance,  if  the  average  cost  of  providing  care  to  Medicaid  patients 
is  greater  than  that  for  non-Medicaid  patients,  then  the  subsequent 
Medicaid  rate  will  probably  be  lower  than  true  Medicaid  costs.  The 
opposite  will  be  true  if  the  cost  is  greater  for  non-Medicaid  than 


This  can  be  shown  mathematically  as  follows: 

Let  C  =  the  average  cost  per  day  for  all  patients. 

Cm=  the  average  cost  per  day  for  Medicaid  patients  (i.e., 
all  Medicaid-related  costs  divided  by  total  Medicaid 
patient  days) . 
Cn=  the  average  cost  per  day  for  non-Medicaid  patients . 
Let  M  =  the  Medicaid  share  (or  percentage)  of  total  patient 
days  of  care  provided. 
1-M  =  the  non-Medicaid  share  (percentage)  of  days  during 
the  same  period. 

Then,  the  average  cost  per  day  for  all  patients,  on  which  the  future 
Medicaid  payment  rate  will  be  based,  is: 

C  =  MxCm  +  (l-M)xCn 
Thus,  C  will  be  close  to  Cm  only  if  either  Cn  is  close  to  Cm  or  M 
is  close  to  1 . 
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for  Medicaid  patients. 


A  related  consequence  of  using  the  facility's  total  average  cost  as  the 
basis  of  future  payment  rate  is  that  a  portion  of  any  cost  increase 
(or  decrease)  in  a  facility  below  the  ceiling  will  be  incorporated  in 
the  future  Medicaid  payment  rate,  whether  or  not  the  cost  changes  pertain 
to  Medicaid  patients.    This  portion  can  be  roughly  approximated  as: 

(a)  the  proportion  of  total  patient  days  which  are  Medicaid  days,  times 

(b)  the  proportion  of  the  average  cost  per  day  increase  which  is  trans- 
lated into  the  future  rate  by  the  incentive  payment  mechanism. 


As  an  illustration,  if  in  a  facility  (a)  the  average  cost  for  Medicaid 
patients  is  $30  per  day,   (b)  the  average  cost  for  other  patients  is 
$20  per  day,  and  (c)  Medicaid  patients  comprise  60%  of  all  patients,  then 
the  average  cost  per  day  base  for  the  facility's  future  Medicaid  payment 
rate  will  be: 

($30  x  .6)  +  ($20  x  .4)  =  $26. 
Although  the  Medicaid  payment  rate  in  this  example  will  also  be  affected 
by  the  reasonable  cost  ceiling,  the  incentive  payment,  and  the  inflation 
adjustment,  a  rate  resulting  in  such  circumstances  will  probably  be  less 
than  the  cost  of  caring  for  Medicaid  patients.    The  nursing  home  will 
either  have  to  subsidize  Medicaid  patients  from  other  sources,  or  will 
have  to  take  actions  to  lower  its  Medicaid  costs,  such  as  discharging 
Medicaid  patients  with  the  highest  cost  needs. 

'Mathematically  this  can  be  shown  as  follows: 

Let  P  =  The  proportion  of  a  cost  per  day  increase  which  is  re- 
flected in  the  future  Medicaid  rate  per  day  (i.e., 
based  on  Figure  1) . 
TC  =  The  total  cost  increase  in  question  (not  the  cost  per 
day  increase) . 

N  =  The  total  number  of  patient  days  in  the  base  period. 
Nm=  The  total  number  of  Medicaid  patient  days  in  the  next 
period. 

Then,  the  amount  of  the  original  total  cost  increase,  TC,  which  will  be 
obtained  by  the  nursing  home  in  the  next  period  from  Medicaid  is: 
TC  x  P  x  Nm,  or  TC  x  P  x  (Nm/N) . 
N 

In  general,  Njjj/N  will  be  approximately  the  Medicaid  share  (%)  of  patient 
days  in  the  base  period  (it  will  not  be  exactly  the  same  because  Nm  per- 
tains to  the  next  period,  while  N  is  for  the  base  period).    Thus,  the 
overall  proportion  of  a  cost  increase  in  the  base  period  obtained  by  the 
nursing  home  from  Medicaid  in  the  next  period,  regardless  of  whether  that 
increase  is  due  to  Medicaid  or  to  other  patients,  will  be  approximately  the 
product  of  the  two  components  noted  in  the  text,  Nm/N  and  P. 
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As  an  example,  a  nursing  home  with  60%  Medicaid  patient  days,  experiencing 
a  cost  increase  of  $100,000  due  to  a  more  intense  case  mix  of  private  pay 
patients,  which  affects  average  allowable  cost  per  day  in  the  50%  incen- 
tive payment  range,  will  obtain  from  Medicaid  about  30%,  or  $30,000  in 
additional  Medicaid  revenues  in  the  next  period  (i.e.,  $100,000  x  .60  x 
.50  =  $30,000). 

The  preceding  example  obviously  represents  an  extreme  situation  in  which 
no  portion  of  the  cost  increase  is  related  to  the  care  of  Medicaid  pa- 
tients, and  the  degree  to  which  such  phenomena  occur  is  an  empirical 
question.     However,  the  example  highlights  potential  problems  in  the  use 
of  average  cost  as  the  basis  for  Medicaid  payment  rates  if  that  average, 
or  changes  in  it,  differ  significantly  from  those  relevant  to  Medicaid 
alone.     If  empirical  testing  indicates  that  such  differences  are  sig- 
nificant, then  possible  refinements  in  the  reimbursement  system  which 
involve  some  form  of  separation  of  Medicaid  from  non-Medicaid  costs  will 
deserve  further  consideration. 

G.  CONCLUSION 

The  discussion  in  this  chapter  has  presented  advantages  and  disadvantages 
of  five  characteristics  of  the  Colorado  Medicaid  reimbursement  system-- 
characteristics  which  are  also  common  to  other  reimbursement  systems.  The 
next  chapter  carries  this  discussion  further  and  examines  the  potential 
incentives  for  nursing  home  behavior  created  by  these  characteristics  and 
the  implications  of  such  incentives  for  the  attainment  of  major  public 
policy  objectives  for  nursing  home  care. 


CHAPTER  III 


BEHAVIORAL  INCENTIVES  AND  SYSTEM  OBJECTIVES 

Although  a  great  many  public  policy  objectives  could  be  stipulated 

for  any  nursing  home  system,  the  following  three  are  usually  stated 

in  one  form  or  another,  and  these  will  be  the  focus  of  this  discussion: 

(1)  Efficiency  and  cost  containment. 

(2)  Equal  access  to  care  for  patients,  regardless  of  payer  or  level 
and  intensity  of  care  needed. 

(3)  High  quality  care. 

The  theme  of  this  chapter  is  that  the  reimbursement  system  characteristics 

just  discussed  create,  in  combination,  financial  incentives  for  nursing 

homes  which  may  affect  their  behavior  in  relation  to  these  system  ob- 
11 

jectives.      These  incentives  and  their  impacts  apply  to  Colorado  as 
well  as  to  states  with  similar  system  characteristics.     However,  as  noted 
earlier,  the  extent  to  which  these  behavioral  incentives  are  actually 
acted  upon  by  nursing  homes  must  be  determined  through  empirical  analysis. 
The  purpose  of  this  discussion  is  to  present  the  hypothesized  incentives. 
Empirical  analysis  will  then  be  a  later  component  of  this  project. 

A.     INCENTIVES  FOR  COST  CONTAINMENT  AND  EFFICIENCY 

The  fact  that  each  facility  is  paid  by  Medicaid  using  a  fixed  prospective 
rate  should  act  as  a  cost  containment  incentive  for  nursing  homes, 


These  issues  will  also  be  addressed  from  primarily  a  short  run  perspec- 
tive.    For  instance,  questions  regarding  the  optimal  size  of  facilities 
and  the  optimal  number  of  nursing  home  beds  in  the  state  are  longer 
run  issues  which  are  beyond  the  scope  of  this  paper. 
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especially  those  which  provide  care  primarily  to  Medicaid  recipients. 

Beyond  this,  the  reasonable  cost  ceiling,  the  incentive  payment 

mechanism,  and  the  fact  that  the  inflation  adjustment  appears  to  be 

a  less  than  complete  adjustment  for  inflation,  should  all  act  as  further 

spurs  to  cost  containment.     These  pressures  will  be  greater  for  facilities 

close  to  the  reasonable  cost  ceiling  and  with  high  shares  of  Medicaid  patients. 

The  responses  may  differ  between  non-profit  and  for  profit  facilities. 

However,  as  noted  earlier,  such  cost  containment  incentives  are  not 

necessarily  also  incentives  for  efficiency.    High  costs  are  caused  by 

a  variety  of  factors,  some  of  which  may  be  considered  desirable  from 

a  public  policy  perspective  (such  as  the  provision  of  care  to  patients 

needing  high  levels  of  care) .    Conversely,  facilities  which  have  low 

costs  for  undesirable  reasons,  such  as  the  provision  of  low  quality 

1  2 

care,  are  not  penalized  by  the  reimbursement  system. 

As  discussed  earlier,  further  analysis  of  the  cost  containment/efficiency 
issue  requires  the  empirical  identification  of  those  factors  most 
important  to  cost  differences  among  facilities.     Such  analysis  is  planned 


For  instance,  capital   (i.e.,  property)  costs  are  an  important  component 
of  total  facility  costs,  but  the  variation  in  such  costs  need  not  be 
related  to  the  variation  in  patient  care  costs.    Two  comparable  facilities 
may  have  different  capital  and  total  costs  because  one  facility  was  sold 
more  recently  than  the  other.    Although  the  more  recently  sold  facility 
may  be  in  the  better  cash  flow  position,  due  to  the  higher  depreciation 
payments  it  receives,  it  presumably  will  also  have  higher  principal 
payments  on  its  mortgage  and  will  be  closer  to  the  reasonable  cost 
ceiling.     Thus,  although  the  two  facilities  are  comparable  in  real 
terms,  they  will  be  affected  differently  by  the  reimbursement  system. 
As  an  illustration  of  the  variation  in  capital  costs  among  Colorado 
nursing  homes,  the  capital  costs  of  161  facilities  in  1978  averaged 
13%  of  total  costs,  but  ranged  as  high  as  29%. 


28 


for  this  study.    The  main  variables  to  be  examined  will  be  those 
related  to  input  prices,  patient  case  mix,  and  quality  of  care.  Also, 
capital  costs  will  be  separated  from  operating  costs  for  purposes  of 
the  analysis,  since  capital  costs  can  vary  for  reasons  unrelated  to 
patient  care.     If  significant  variation  is  found  among  nursing  homes 
in  terms  of  these  factors,  then  possible  refinements  in  the  reimburse- 
ment system  involving  the  development  of  separate  ceilings  and  incen- 
tive structures  for  different  cost  categories  deserve  consideration. 

B.     INCENTIVES  FOR  EQUAL  PATIENT  ACCESS 

The  type  and  amount  of  care  needed  by  nursing  home  patients  vary 
considerably  among  patients.    An  ideal  reimbursement  system  would  take 
this  into  account  and  would  not  create  financial  incentives  to  favor 
one  type  of  patient  over  another.     In  reality,  this  ideal  is  very 
difficult  to  achieve.    The  financial  incentives  for  nursing  homes  created 
by  the  system  characteristics  discussed  in  the  previous  chapter  may 
affect  nursing  home  behavior  with  regard  to  payer  mix,  patient  case 
mix,  and  length  of  stay.    These  three  areas  are  discussed  next;  the 
implications  for  quality  of  care  are  discussed  in  Section  C. 

1 .    Payer  mix 

All  reimbursement  systems  create  incentives  regarding  the  choice  between 
public  and  private  patients.     Since  private  pay  rates  are  generally 
greater  than  Medicaid  rates,  a  nursing  home  will  typically  obtain  a 
greater  financial  benefit  from  a  private  than  a  Medicaid  patient.  However, 
this  situation  may  not  always  exist.     For  example,  in  Colorado  if  a 
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facility  has  costs  below  86%  of  the  cost  ceiling,  then,  as  discussed 
earlier,  the  proportion  of  any  cost  change  which  will  be  reflected  in 
future  revenues  will  be  roughly  equal  to  the  Medicaid  share.  Thus, 
for  such  nursing  homes,  an  increase  in  Medicaid  patients  may  be  desired, 
since  all  cost  increases  will  be  translated  into  future  payment  rates  and 
the  facility  will  also  receive  the  maximum  incentive  payment  for  each 
day  of  care  to  Medicaid  recipients.    However,  this  is  probably  a  less 
common  situation  than  one  in  which  the  private  patient  is  preferred. 
The  extent  to  which  such  incentives  actually  result  in  Medicaid  patients 
not  being  admitted  to  nursing  homes  is  unknown.    However,  to  the  extent 
that  such  incentives  do  operate,  the  remedy  appears  to  lie  in  a  reim- 
bursement system  which  can  more  accurately  adjust  for  true  cost  differences 
among  patients  by  payer  type. 

2 .     Patient  case  mix 

The  payment  of  a  fixed  prospective  rate  creates  financial  incentives  for 
nursing  homes  to  avoid  Medicaid  patients  with  high  cost  care  needs, 
especially  if  the  costs  of  such  care  are  considerably  in  excess  of  the 
payment  rate  received. 13    Presumably,  this  incentive  will  be  stronger 
for  the  for-profit  than  for  the  non-profit  facilities,  although  non-profit 
facilities  must  also  maintain  long  run  financial  viability.    The  fact 
that  subsequent  prospective  payment  rates  are  based  on  individual  facil- 
ity costs  may  mitigate  this  incentive  somewhat,  since  cost  increases  will 
be  at  least  partially  translated  into  future  Medicaid  payment  rates. 


'in  theory,  such  patients  should  still  be  accepted  in  preference  to 
no  patients  at  all  as  long  as  the  payment  rate  covers  the  marginal 
cost  of  care  and  some  of  the  fixed  costs. 
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However,  as  noted  above,  nursing  homes  which  are  close  to  the  reason- 
able cost  ceiling  will  have  little  flexibility  in  this  regard.  Thus, 
skilled  nursing  facilities,  if  they  provide  a  higher  and  costlier  than 
average  level  of  care,  may  be  those  closest  to  the  ceiling  and  least 
able  financially  to  accept  high  need  patients,  even  though  such  facil- 
ities may  be  best  suited  to  serve  high  need  patients. 

3.     Length  of  stay 

In  a  manner  analogous  to  that  just  discussed,  a  prospective  rate  payment 
system  creates  financial  incentives  for  inappropriate  lengths  of  stay-- 
i.e.,  to  keep  low  cost  patients  as  long  as  possible  and  to  discharge 
high  cost  patients  as  rapidly  as  possible.    However,  this  incentive 
also  is  dampened  by  the  fact  that  cost  changes  at  the  individual  facil- 
ity level  ultimately  affect  the  facility's  payment  rate.    Hence,  even 
if  initially  the  cost  of  care  to  Medicaid  patients  with  low  cost  care 
needs  is  less  than  the  prospective  rate,  over  time  the  rate  will  tend 
to  be  reduced  toward  the  facility's  actual  cost  level.     In  this  case, 
then,  the  individual  facility  basis  acts  as  a  partial  deterrent  to  in- 
appropriately long  lengths  of  stay.     In  the  case  of  patients  whose  care 
costs  more  than  the  Medicaid  rate,  although  the  same  dynamic  occurs  and 
the  higher  costs  will  lead  to  higher  future  Medicaid  rates  (unless  the 
facility  is  above  the  ceiling),  the  nursing  home  will  still  incur  a  loss 
on  the  care  of  that  patient. 

Thus,  it  appears  that  a  prospective  rate  setting  system  based  on  overall 
average  individual  facility  costs  and  subject  to  a  single  overall  ceiling 
may  create  financial  incentives  to  avoid  Medicaid  patients  with  high  cost 
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needs  and  to  minimize  their  length  of  stay  once  admitted.     If  empirical 
testing  confirms  this  situation  and  indicates  that  it  is  a  significant 
problem,  then  a  possible  direction  for  refinements  would  be  toward  pay- 
ment rates  which  vary  in  accord  with  patient  needs  but  which  still  in- 
clude cost  containment  and  efficiency  incentives. 

C.     INCENTIVES  FOR  QUALITY  OF  CARE14 

If  a  reimbursement  system  results  in  rates  of  payment  which  are  below 
the  minimal  cost  of  providing  an  acceptable  level  of  care,  then  quality 
will  suffer.    However,  a  system  such  as  Colorado's,  which  is  based  on 
individual  facility  costs,  is  likely  to  avoid  this  problem  (if  the 
inflation  adjustment  is  adequate)  for  homes  below  the  ceiling.  Homes 
above  the  reasonable  cost  ceiling  will  be  penalized  if  their  costs  are 
necessary  to  provide  adequate  care  given  their  case  mix,  input 
prices,  and  other  cost  factors.    Again,  this  speaks  to  the  need  for 
empirical  investigation  of  the  factors  underlying  cost  differences 
among  facilities. 

Two  additional  types  of  incentives  related  to  quality  will  be  discussed 
in  this  section.    The  first  relates  to  new  services  (such  as  physical 
therapy)  and  facility  improvements.    The  second  relates  to  possible 
quality  of  care  differentials  between  Medicaid  and  other  patients. 


This  paper  considers  only  the  reimbursement  system's  relation  to  the 
quality  of  care.    Quality  is,  of  course,  affected  by  several  other 
factors,  particularly  formal  and  informal  quality  assurance  mecha- 
nisms such  as  the  PSRO.    Quality  assurance  programs  in  Colorado  are 
explored  fully  in  another  paper  in  this  series. 
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1 .  New  Services  and  Improved  Facilities 

Two  reimbursement  related  factors  act  as  deterrents  to  new  services  and 
improved  facilities.     First,  if  a  facility  is  near  the  reasonable  cost 
ceiling,  then  any  facility  improvements  or  new  services  may  push  the 
facility  beyond  the  ceiling.     The  Medicaid  rate  will  then  not  be  increased 
unless  the  reasonable  cost  ceiling  is  increased,  and  future  increases 
in  the  ceiling  are  difficult  to  predict.     Facilities  in  such  circum- 
stances which  have  a  substantial  share  of  Medicaid  patients  will  have 
little  incentive  to  develop  new  services  or  make  facility  improvements. 
Second,  for  facilities  below  the  ceiling,  the  increased  cost  of  new 
services  or  improved  facilities  will  not  be  totally  incorporated  into 
the  Medicaid  payment  rate  until  at  least  one  full  cost  reporting  period 
after  the  new  costs  have  been  incurred  (since  as  noted  in  Chapter  I 
the  costs  must  flow  through  the  cost  report  to  become  part  of  the 
prospective  rate).     The  initial  costs  thus  cannot  be  recaptured,  and 
this  creates  a  financial  disincentive  for  nursing  homes  to  make  the 
necessary  investment. 

2 .  Differential  Quality 

With  regard  to  possible  differential  quality,  a  major  concern  throughout 
the  country  is  that  Medicaid  nursing  home  patients  receive  a  lower  quality 
of  care  than  other,  especially  private  pay,  patients.     The  Colorado 
reimbursement  system—because  of  its  use  of  individual  facility  costs  as 
the  rate  base--does  not  appear  to  create  strong  financial  incentives  in 
this  direction,  especially  for  facilities  with  costs  below  the  ceiling. 
In  addition,  the  provision  of  high  quality  care  is  one  means  by  which 
nursing  homes  can  attract  private  pay  patients.     In  such  a  situation, 
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Medicaid  patients  will  presumably  receive  the  same  care  as  other  pa- 
tients unless  they  are  deliberately  segregated  and  treated  differently. 

Of  course,  if  the  inflation  adjustment  procedure  operates  to  keep 
Medicaid  payment  rates  below  actual  costs,  or  if  facilities  are  at 
or  near  the  reasonable  cost  ceiling,  nursing  homes  will  be  under  pres- 
sure to  reduce  costs.     One  possible  response  is  to  lower  the  quality  of 
care.     However,  this  possible  course  of  action  may  be  counteracted  by 
the  desire  to  maintain  high  quality  in  order  to  attract  and  retain 
private  pay  patients.     Further,  since  future  reimbursement  rates  are 
based  on  overall  facility  costs,  any  quality  reductions  which  are  made 
will  have  the  same  financial  impact  on  future  Medicaid  rates  regardless 
of  the  degree  to  which  they  affect  Medicaid  versus  other  patients. 
Hence,  there  is  little  financial  incentive  for  any  such  quality  reduc- 
tions to  be  greater  for  Medicaid  than  for  non-Medicaid  patients.  Hence, 
it  does  not  appear  that  the  characteristics  of  the  Colorado  reimburse- 
ment system  create  financial  incentives  to  provide  a  lower  quality  of 
care  to  Medicaid  than  to  non-Medicaid  patients.     This,  too,  however, 
is  a  topic  requiring  empirical  analysis. 

D.     POSSIBLE  REIMBURSEMENT  SYSTEM  REFINEMENTS 

The  discussion  in  this  and  the  preceding  chapter  suggests  that  certain 
characteristics  which  the  Colorado  Medicaid  reimbursement  system  has  in 
common  with  other  reimbursement  systems  may  create  financial  incentives 
for  nursing  home  behavior  which  is  inconsistent  with  major  public  pol- 
icy objectives.     If  the  results  of  the  subsequent  empirical  analysis 
of  this  project  indicate  that  refinements  in  the  reimbursement  system 
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should  be  considered,  then  the  types  of  changes  listed  below  are  sug- 
gested for  consideration. 

The  suggested  refinements  are  based  on  the  following  assumptions  and 
objectives.     First,  the  refinement  of  any  Medicaid  nursing  home  reim- 
bursement system  must  assume  a  continuing  cost  containment  environment. 
Then,  within  this  constraint,  the  system  should  reward  efficiency  (not 
just  lower  costs)  and  encourage  high  quality  care  and  the  provision  of 
care  in  accord  with  patient  needs  (regardless  of  source  of  payment) . 

The  following  suggestions  are  intended  as  a  starting  point  for  further 
discussion,  analysis,  and  research.    They  are  neither  comprehensive 
nor  fully  developed  here.    The  basic  elements  suggested  are: 

(a)  The  separation  of  capital  costs  from  operating  costs,  with  sep- 
arate ceilings. 

(b)  Within  the  operating  cost  category,  the  separation  of  direct  pa- 
tient care  related  costs  (such  as  nursing  care)  from  basic  support 
costs  (such  as  laundry  and  linen,  housekeeping,  etc.). 

(c)  The  use  of  efficiency  rewards  for  those  basic  support  services 
which  are  under  the  control  of  the  nursing  home  and  which  typically 
do  not  vary  among  patients  (so  that  comparisons  can  be  made  among 
facilities  in  order  to  develop  efficiency  criteria). 

(d)  Perhaps  most  critical,  the  adjustment  of  the  patient  care  related 
component  of  payment  rates  to  take  into  account  case  mix  differ- 
ences and  the  quality  of  care  provided. 

(e)  The  possible  use  of  several  indices  in  setting  prospective  rates 
to  adjust  the  various  cost  components  separately  for  their  rates 
of  inflation. 
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Several  states,  in  particular,  Illinois,  West  Virginia  and  Ohio,  have 
developed  operating  reimbursement  systems  based  on  variants  of  these 
general  concepts,  and  their  experience  should  be  carefully  studied.  In 
addition,  other  activities  are  needed.    Case  mix  and  quality  measures 
must  be  further  developed  and  tested.    The  actual  resource  use  associated 
with  different  patient  case  mix  categories  and  different  levels  of  quality 
also  require  more  accurate  measurement.     Finally,  the  operational  aspects 
of  developing  and  administering  a  reimbursement  system  incorporating 
refined  case  mix  and  quality  measures  need  further  assessment. 

One  important  area  for  all  such  systems  is  rehabilitation.    The  treatment 
of  rehabilitation  is  especially  important  under  a  system  which  ties  pay- 
ment to  the  amounts  and  types  of  care  needed.     It  is  possible  that  under 
such  a  system  it  will  not  be  in  the  financial  interest  of  nursing  homes  to 
rehabilitate  patients  to  the  highest  degree  possible.    The  above-mentioned 
states  and  others  are  grappling  with  this  problem,  and  their  experience 
should  be  studied.     In  addition,  the  National  Center  for  Health  Services 
Research  (NCHSR)  is  undertaking  a  demonstration  project  designed  to  test  the 
impacts  of  financially  rewarding  nursing  homes  for  the  rehabilitation  and 
discharge  of  patients.     This  project  also  deserves  careful  analysis. 

In  conclusion,  a  major  challenge  in  refining  nursing  home  reimbursement 
systems  is  to  combine  efficiency  and  cost  containment  incentives  with 
payment  tied  to  patient  care  needs  (case  mix)  and  the  quality  of  care, 


The  project  title  is  "The  Impact  of  Incentive  Payments  on  Nursing  Home 
Admissions,  Discharges,  Case  Mix,  and  Outcomes,"  and  the  NCHSR  Project 
Officer  is  William  G.  Weissert,  Ph.D. 
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especially  if  rehabilitation  is  considered  an  element  of  quality.  At 
the  same  time,  the  potential  gains  resulting  from  such  refinements  must 
be  weighed  against  the  increased  complexity  and  administrative  costs 
such  refinements  would  inevitably  create. 

The  project  of  which  this  paper  is  part  is  intended  to  address  some  of 
the  questions  raised  here.    Therefore,  a  major  objective  of  this  paper 
is  to  stimulate  further  dialogue  on  nursing  home  reimbursement  issues. 
As  noted  throughout  this  discussion,  although  Colorado  is  the  focal 
point  of  this  project,  the  issues  involved  are  generally  applicable 
to  many  other  reimbursement  systems.     Hence,  the  examination  of  pos- 
sible system  refinements  for  Colorado  should  be  relevant  to  many  other 
settings  as  well. 
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